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Students’ Department
Edited

by

H. A. Finney

Consolidated Balance-sheet—Mutual Stock Holdings

Editor, Students’ Department:
Sir: Would you be so kind as to solve the following problems, which
are a slight variation from the problem on “interdependent variables”
which appeared in the June, 1920, issue of the Journal:
Pboblem I.
Company A
Assets ........................... $100,000.00
Liabilities ....................... $50,000.00
Stock of B (@ 95).... 14,250.00
Capital stock.................. 75,000.00
Stock of C (@ 110)... 16,500.00
Surplus ........................... 5,750.00

$130,750.00

$130,750.00

Company B
Assets ............................. $50,000.00
Liabilities ....................... $40,250.00
Stock of C (@ 105)... 5,250.00
Capital stock................. 25,000.00
Deficit ........................... 10,000.00

$65,250.00

$65,250.00

Company C
Assets ........................... $50,000.00
Liabilities ....................... $10,000.00
Stock of B (@ 85).... 4,250.00
Capital stock................. 25,000.00
Surplus ......................... 19,250.00

$54,250.00

$54,250.00

Assumed: That there was no surplus nor deficit on the books of com
panies above listed at date holdings therein were acquired.
Problem II.
Same as above, only there was a deficit of $5,000.00 on Company B’s
books at date its stock was acquired by Company C, and, further, there
was a surplus of $5,000.00 on Company C’s books at date its stock was
acquired by Company B.
Problem III.
Same as problems I and II above, except at date Company A acquired
the stock of Company B there was a deficit on Company B’s books of
$2,500.00 and, further, at date Company A acquired the stock of Company C
there was a surplus of $3,000.00 on Company C’s books.
Yours truly,
Washington, D. C.
X. Bender Tansill.
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There is no express statement as to what is required, but presumably
consolidated balance-sheets are wanted in each case.
Problem I

The peculiar difficulty in this problem arises from the mutual stock
holdings of Companies B and C. Company A owns stock in each of
these companies, and Company A’s surplus in the consolidated balancesheet should include its share of the profits of the two companies since
the date when it acquired their stock. But what was the true loss of
Company B? And what was the true gain of Company C?

Company B has made a loss of $10,000.00 from its own operations
since Company A acquired its stock; but this is not the true loss of
Company B, for B is entitled to its 20% of the earnings of Company C.
Company C has earned $19,250.00 since its stock was acquired by Com
pany B, but this is not its true income for the period because it must bear
20% of the loss of Company B.
Thus B’s loss is $10,000.00 minus its 20% of C’s profit; and C’s profit
is $19,250.00 minus its 20% of B’s loss. The true loss of B and gain
of C can be computed by algebra, but first it is desirable to ascertain what
percentage of stock is held within the organization.

A’s investment in
A’s investment in
B’s investment in
C’s investment in

B:$14,250.00 ÷.95 = $15,000.00 or
C: 16,500.00 ÷ 1.10 = 15,000.00 or
C: 5,250.00 ÷ 1.05 = 5,000.00 or
B: 4,250.00 ÷ .85 = 5,000.00 or

60%
60%
20%
20%

Let x = B’s true loss (after taking up its share of C’s profit)
Let y = C’s true gain (after taking up its share of B’s loss)
y
Then x = $10,000 -----5

and

x
y = $19,250 -----5

Returning to the equation for x, and substituting for y the value of y
in terms of x,
x

$19,250 — 5
x = $10,000 — (---------------- )
5
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x
x = $10,000 — ($3,850 ------ )
25
x
x = $10,000 — $3,850 + —
25
x — x/25 = $6,150
24/25 * = $6,150
x = $6,406.25

Returning to the equation for y, and substituting for x the value of *
in terms of y,
($10,000 —y/5
y = $19,250— (--------------------- )
5

y = $19,250 — ($2,000 — y/25)
y = $19,250 — $2,000 + y/25
y — y/25 = $17,250
24/24 y = $17,250
y = $17,968.75

Proof
$17,968.75
* = $10,000.00---------------5
= $10,000.00 —$3,593.75
= $6,406.25

$6,406.25
y = $19,250.00----------------5

= $19,250.00 —$1,281.25
= $17,968.75

There are two general methods for making eliminations in preparing
consolidated balance-sheet working papers. If the investment accounts
are carried at cost, the book value of the stock at the date of acquisition
is eliminated from the investment accounts and from the subsidiary capital
stock and surplus. The holding company’s proportion of any increase
in subsidiary surplus is added to the holding company’s surplus in the
working papers, and the holding company’s proportion of the subsidiary’s
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decrease in surplus is deducted from the holding company’s surplus. If
the holding company has taken up its share of subsidiary profits and losses,
by debiting the investment account and crediting surplus for subsidiary
earnings and by debiting surplus and crediting the investment account for
subsidiary losses, the book value of the subsidiary stock at the date of
the consolidated balance-sheet is eliminated.
In this case the investment accounts are all carried at cost, but the
preparation of the working papers will be simplified if adjustments are
made taking up each company’s share of the profits and losses of its
subsidiaries. After making these adjustments eliminations will be made
on the basis of present book values.

To adjust Company B’s accounts:
Balances per problem .........................................
1/5 of C’s gain ($17,968.75 ÷5).......................

Stock of C Deficit
$5,250.00 $10,000.00
3,593.75
3,593.75

Adjusted balances ................................................

$8,843.75

$6,406.25

To adjust Company C’s accounts:

Balances per problem .........................................
1/5 of B’s loss ($6,406.25 ÷ 5).......................

Stock of B Surplus
$4,250.00 $19,250.00
1,281.25
1,281.25

Adjusted balances ..............................................

$2,968.75 $17,968.75

To adjust Company A’s accounts:

Balances per books .......................
3/5 of B’s loss ..............................
3/5 of C’s gain ..............................

Stock of B Stock of C Surplus
$14,250.00 $16,500.00 $5,750.00
3,843.75
3,843.75*
10,781.25 10,781.25

Adjusted balances .........................

$10,406.25 $27,281.25 $12,687.50

The above adjusted balances are used in the following working papers.
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$137,687.50

$65,250.00

$52,968.75

$54,375.00

$201,531.25

Eliminate present book value:
Capital stock: 60% of $25,000.00..................................
.............
.............
15,000.00
.............
Deficit:
60% of 6,406.25....................................................................................
3,843.75*
.............
Deduction from goodwill ..................................................
750.00*G
Stock of Co. C (60%) ........................................... 27,281.25
........................................................................................
Eliminate present book value :
Capital stock: 60% of $25,000.00..................................
.............
.............
15,000.00
.............
Surplus:
60% of 17,968.75....................................................................................
10,781.25
.............
Goodwill................................................................................
1,500.00 G
Stock of Co. C (20%) .............................................................
8,843.75
...............................................................
Eliminate present book value:
Capital stock: 20% of $25,000.00..................................
.............
.............
5,000.00
.............
Surplus:
20% of 17,968.75....................................................................................
3,593.75
.............
Goodwill ...............................................................................
250.00 G
Stock of Co. B (20%) ......................................................................................
2,968.75
......................................
Eliminate present book value:
Capital stock: 20% of $25,000.00..................................
.............
.............
5,000.00
.............
Deficit:
20% of 6,406.25....................................................................................
1,281.25*
.............
Deduction from goodwill ....................................................
750.00*G
D eficit.........................................................................................
6,406.25
.............
.............
.............
Eliminate Co. A’s 60% .........................................................
.............
.............
3,843.75
.............
“
Co. C’s 20% ...........................................................................................................
1,281.25
.............
Minority
20% .......................................
1,281.25 M

A ssess
Co. A
Co. B
Co. C
Eliminations
C. B. S.
Assets ........................................................................ $100,000.00
$50,000.00
$50,000.00
.............
$200,000.00
Stock of Co. B (60%) ........................................... 10,406.25
........................................................................................

Consolidated working papers

Company A and Subsidiaries
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Co. C
$10,000.00

Eliminations
C. B. S.
.............
$100,250.00
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Co. C

$137,687.50

$65,250.00

. . . . : ....................................................................................................

12,687.50

$52,968.75

$54,375.00

$201,531.25

...............................................................
12,687.50
17,968.75
......................................
Eliminate Co. A ’s 60% ....................................................
10,781.25
.............
“
Co. B’s 20% ......................................................................................................
3,593.75
.............
Minority
20% ....................................................
3,593.75 M

Surplus:
Co. A ..................................................................

Capital stock:
Co. A .................................................................. 75,000.00
...............................................................
75,000.00
Co. B ....................................................................................
25,000.00
...............................................................
Eliminate 60% held by Co. A .........................................
$15,000.00
.............
“
20% held by Co. C ...........................................................................................
5,000.00
.............
Minority 20% ................................................................
5,000.00 M
Co. C .............................................................................................................
25,000.00
......................................
Eliminate 60% held by Co. A .........................................
15,000.00
.............
“
20% held by Co. B ...........................................................................................
5,000.00
.............
Minority 20% ................................................................
5,000.00 M

Co. B
$40,250.00

Liabilities

Co. A
Liabilities ............... .................................................. $50,000.00

Students’ Department
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Company A and Subsidiaries B and C
Consolidated balance-sheet

Liabilities ...................... $100,250.00
Minority interests:
Co. B (20%) 3,718.75
Co. C (20%) 8,593.75 12,312.50

Assets .......................... $200,000.00
Goodwill.......................
250.00

Capital stock................
Surplus ........................

75,000.00
12,687.50

$200,250.00

$200,250.00

The goodwill and negative goodwill items appearing in the working
papers may be proved in the following manner:

A’s holdings of B stock:
Book value at acquisition:
Capital stock ............................................
Multiply by ..............................................

$25,000.00
60%

Book value of stock acquired ..................
Cost of stock ................................................

$15,000.00
14,250.00

Deduction from goodwill ............................

$

A’s holdings of C stock:
Cost................................................................
Book value at acquisition:
Capital stock ............................................
Multiply by....................................... ... .

750.00

$16,500.00

$25,000.00
60%

Book value of stock acquired ................

15,000.00

Goodwill.........................................................

$ 1,500.00

B’s holdings of C stock:
Cost................................................................
Book value at acquisition:
Capital stock ............................................
Multiply by................................................

$ 5,250.00

$25,000.00
20%
5,000.00

Book value of stock acquired..................
Goodwill .......................................................
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C’s holdings of B stock:
Book value at acquisition:
Capital stock ..............
Multiply by ................

$25,000.00
20%

$5,000.00
4,250.00

Cost .................................

$

Deductions from goodwill

750.00

Problem II

The facts in problem II are the same as those in problem I with the
exceptions stated; the costs of stock purchases remain the same, and
the surplus and deficit amounts at the dates of acquisition were:
B had no surplus nor deficit when its stock was acquired by A.
B had a deficit of $5,000.00 when its stock was acquired by C.
C had no surplus nor deficit when its stock was acquired by A.
C had a surplus of $5,000.00 when its stock was acquired by B.
Let x = B’s loss since its stock was acquired by C.
Let y = C’s gain since its stock was acquired by B.

Then $10,000.00 — $5,000.00 = $5,000.00 B’s loss from own operations
since acquisition by C.
and $19,250.00 — $5,000.00 = $14,250.00 C’s gain from own operations
since acquisition by B.

Then x = $5,000.00 — 1/5 y.
and y = $14,240.00 — 1/5 x.
Returning to the equation for x and substituting for y the value of y
in terms of x,

$14,250.00 — x/5
x = $5,000.00 — (--------------------- )
5

x = $5,000.00 — ($2,850.00 — x/25)
x = $5,000.00 — $2,850.00 + x/25
x —1/25 x = $5,000.00 — $2,850.00
24/25 x = $2,150.00
x = $2,239.58
Returning to the equation for y and substituting for x the value of x
in terms of y,
$5,000.00 — y/5
y = $14,250.00— (--------------------- )
5
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y = $14,250.00 — ($1,000.00 — y/25)
y = $14,250.00 — $1,000.00 + y/25
24/25 y = $13,250.00
y = $13,802.08
Proof

x = $5,000.00 —1/5 y
$13,802.08
x = $5.000.00---------------5
x = $5,000.00 —$2,760.42
x — $2,239.58
y = $14,250.00— 1/5 x

$2,239.58
y = $14,250.00---------------5
y= $14,250.00 —$447.92
y = $13,802.08

The next step is to adjust the accounts of the three companies by taking
up the gains and losses on subsidiary stock.
To adjust Co. B’s accounts:

Balances per problem .........................................
1/5 of C’s gain (1/5 of $13,802.08) ..............

Stock of C Deficit
$5,250.00 $10,000.00
2,760.42
2,760.42

Adjusted balances ..............................................

$8,010.42 $7,239.58

To adjust Co. C’s accounts:
Balances per problem .........................................
1/5 of B’s loss (1/5 of $2,239.58) ....................

Stock of B Surplus
$4,250.00 $19,250.00
447.92
447.92

Adjusted balances ..............................................

$3,802.08 $18,802.08

To adjust Co. A’s accounts:

Balances per problem ............. ....
3/5 of B’s $7,239.58 loss.........
3/5 of C’s $18,802.08 gain.......

Stock of B Stock of C
Surplus
$14,250.00 $16,500.00 $5,750.00
4,343.75
4,343.75*
...........
11,281.25 11,281.25
.........................

Adjusted balances .................. ....

$9,906.25 $27,781.25 $12,687.50
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Co. B
$50,000.00

Co. C
$50,000.00

Eliminations
C. B. S.
.............
$200,000.00
.............
.............

377
$137,687.50

$65,250.00

$53,802.08

$55,041.67

$201,697.91

.............
.............
Eliminate present book value:
Capital stock: 60% of $25,000.00.....................................................................................
$15,000.00
.............
Deficit:
60% of 7,239.58.....................................................................................
4,343.75*
.............
Deduction from goodwill ....................................................
750.00*G
Investment in stock of Co. C. (60%) .................... 27,781.25
.............
.............
.............
.............
Eliminate present book value:
Capital stock: 60% of $25,000.00...................................
.............
.........
15,000.00
.............
Surplus:
60% of 18,802.08....................................
.............
.............
11,281.25
.............
Goodwill.................................................................................
1,500.00 G
Investment in stock of Co. C. (20%) ....................................
8,010.42
.............
.............
.............
Eliminate present book value:
Capital stock: 20% of $25,000.00...................................
.............
.............
5,000.00
.............
Surplus:
20% of 18,802.08...................................
.............
.............
3,760.42
.............
Deduction from goodw ill ....................................................
750.00*G
Investment in stock of Co. B (20%) ......................................
.............
3,802.08
.............
.............
Eliminate present book value:
Capital stock: 20% of $25,000.00.....................................................................................
5,000.00
.............
Deficit:
20% of 7,239.58.....................................................................................
1,447.92*
.............
Goodwill ...............................................................................
250.00 G
D eficit .........................................................................................
7,239.58
...............................................................
Eliminate Co. A’s 60% .........................................................
.............
.............
4,343.75
.............
Co. C’s 20% ...........................................................................................................
1,447.92
.............
Minority
20% .........................................................
1,447.91 M

Co. A
Assets ........................................................................ $100,000.00
Investment in stock of Co. B (60%) ..................
9,906.25

A ssets

Company A and Subsidiaries B and C
Consolidated working papers .
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Co. C
$10,000.00

Eliminations
C. B. S.
.............
$100,250.00
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$137,687.50

$65,250.00

$53,802.08

$55,041.67

.

$201,697.91

12,687.50
...............................................................
12,687.50
Co. C .............................................................................................................
18,802.08
......................................
Eliminate Co. A ’s 60% ....................................................
11,281.25
.............
“
Co. B’s 20% ......................................................................................................
3,760.42
.............
Minority
20% ....................................................
.............
.............
...........
3,760.41 M

Surplus :
Co. A ..................................................................

Capital stock:
Co. A .................................................................. 75,000.00
...............................................................
75,000.00
Co. B ....................................................................................
25,000.00
...............................................................
Eliminate Co. A ’s 60%....................................................
$15,000.00
.............
“
Co. C’s 20% ...................................................
5,000.00
.............
Minority
20% ....................................................
5,000.00 M
Co. C .............................................................................................................
25,000.00
......................................
Eliminate Co. A ’s 60%....................................................
15,000.00
.............
“
Co. B’s 20% ...................................................
5,000.00
.............
Minority
20% ....................................................
5,000.00 M

Co. B
$40,250.00

L ia b il it ie s

Co. A
Liabilities .................................................................. $50,000.00
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Company A and Subsidiaries B
Consolidated balance-sheet

and

C

Assets ........................... $200,000.00
Goodwill .......................
250.00

Liabilities ...................... $100,250.00
Minority interests:
Co. B (20%) 3,552.09
Co. C (20%) 8,760.41 12,312.50
Capital stock................ 75,000.00
Surplus ......................... 12,687.50

$200,250.00

$200,250.00

The goodwill items in the working papers may be verified as follows:

A’s holdings in B:
Book value at acquisition:
Capital stock .....................................
Multiply by.........................................

$25,000.00
60%

Book value of stock acquired........... .......
Cost................................................................

$15,000.00
14,250.00

Deduction from goodwill .....................

$

A’s holdings in C:
Cost..................................................... .......
Book value at acquisition:
Capital stock ..................................... .......
Multiply by .......................................

$16,500.00
$25,000.00
60%

Goodwill................................................. .......
B’s holdings in C:
Book value at acquisition:
Capital stock..................................
Surplus ..........................................

.......
.......

Total .................................................. .......
Multiply by....................................... .......
Book value of stock acquired ......... .......
Cost....................................................... .......

Deduction from goodwill .................... .......
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750.00

15,000.00
$ 1,500.00

$25,000.00
5,000.00
$30,000.00
20%

$6,000.00
5,250.00
$

750.00
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C’s holdings in B:
Cost .................

$4,250.00

Book value at acquisition:
Capital stock .............
Deficit ........................

$25,000.00
5,000.00
$20,000.00
20%

Net ...........
Multiply by

4,000.00

Book value of stock acquired
$

Goodwill

Problem III
The conditions of this problem appear to be
Co. B had adeficit of $5,000.00 when Co.
Co. B had a deficit of 2,500.00 when Co.
Co. C had a surplus of 5,000.00 when Co.
Co. C had a surplus of 3,000.00 when Co.

as follows:
C acquired
A acquired
B acquired
A acquired

250.00

its stock.
its stock.
its stock.
its stock.

Then B’s loss since the acquisition of its stock by C was $2,239.58, the .
same as in problem II; and C’s gain since the acquisition of its stock
by B was $13,802.08, as in problem II. The loss and gain applicable to
A’s holdings are computed as follows:
Deficit and surplus at present (as in problem 2)..
Deficit and surplus at date of acquisition by A ....

Co. B
Co. C
$7,239.58* $18,802.08
2,500.00* 3,000.00

4,739.58* 15,802.08
60%
60%

Loss and gain since
Multiply by ...........

$2,843.75* $9,481.25

A’s share of loss and gain

Adjustment of A’s accounts:
Balances per problem ..
Loss on B stock ....
Gain on C stock.....

Stock of B Stock of C

Surplus

$14,250.00 $16,500.00
2,843.75*
9,481.25

$5,750.00
2,843.75*
9,481.25

$11,406.25 $25,981.25 $12,387.50

Adjusted balances
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Co. B
$50,000.00

Co. C
$50,000.00

Eliminations
C. B. S.
.............
$200,000.00
.............
.............

381
$137,387.50

$65,250.00

$55,802.08

$55,041.67

$201,397.91

.............
.............
Eliminate present book value:
Capital stock: 60% of $25,000.00...................................
.............
.............
$15,000.00
.............
Deficit:
60% of 7,239.58.....................................................................................
4,343.75*
.............
Goodwill.................................................................................
750.00 G
Investment in stock of Co. C. (60%) .................... 25,981.25
.............
.............
.............
.............
Eliminate present book value:
Capital stock: 60% of $25,000.00...................................
.............
.............
15,000.00
.............
Surplus:
60% of 18,802.08.....................................................................................
11,281.25
.............
Deduction from goodwill ....................................................
300.00*G
Investment in stock of Co. C. (20%) ....................................
8,010.42
.............
.............
.............
Eliminate present book value:
Capital stock: 20% of $25,000.00...................................
......................................
5,000.00
.............
Surplus:
20% of 18,802.08.....................................................................................
3,760.42
.............
Deduction from goodwill ..................................................
750.00*G
Investment in stock of Co. B (20%) ......................................
.............
3,802.08
.............
.............
Eliminate present book value:
Capital stock: 20% of $25,000.00...................................
.............
.............
5,000.00
.............
Deficit:
20% of 7,239.58.....................................................................................
1,447.92*
.............
Goodwill ...............................................................................
250.00 G
Deficit ..........................................................................................
7,239.58
...............................................................
Eliminate Co. A’s 60% .........................................................
.............
.............
4,343.75
.............
Co. C’s 20% ...........................................................................................................
1,447.92
.............
Minority
20% .........................................................
1,447.91 M

Co. A
Assets ........................................................................ $100,000.00
Investment in stock of Co. B (60%) .................. 11,406.25

A ssets

Consolidated working papers

Company A and Subsidiaries B and C

Students’ Department

Co. C
$10,000.00
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Minority

•

$137,387.50

20% ....................................................

$65,250.00

$55,802.08

12,387.50
.............
.............
Co. C .............................................................................................................
18,802.08
Eliminate Co. A ’s 60%....................................................
“
Co. B’s 20% ......................................................................................................

Surplus :
Co. A ..................................................................

Capital stock:
Co. A .................................................................. 75,000.00
......................................
Co. B ....................................................................................
25,000.00
.............
Eliminate Co. A ’s 60%....................................................
“
Co. C’s 20% .....................................................................................................
Minority
20% ....................................................
Co. C .............................................................................................................
25,000.00
Eliminate Co. A ’s 60%....................................................
“
Co. B’s 20% .....................................................................................................
Minority
20% ....................................................

Co. B
$40,250.00

L iabilities

Co. A
Liabilities .................................................................. $50,000.00

5,000.00 M

.............
.............
.............

75,000.00

$55,041.67

$201,397.91

3,760.41 M

.............
12,387.50
......................................
11,281.25
.............
3,760.42
.............

5,000.00 M

......................................
15,000.00
.............
5,000.00
.............

15,000.00
5,000.00

.............
.............

Eliminations
C. B. S.
.............
$100,250.00
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Company A

and

Subsidiaries

Consolidated balance-sheet

Liabilities ...................... $100,250.00
Minority interests:
Co. B (20%) 3,552.09
Co. C (20%) 8,760.41 12,312.50

Assets ........................... $200,000.00

Capital stock................
Surplus .........................
Capital surplus............
$200,000.00

75,000.00
12,387.50
50.00
$200,000.00

The capital surplus is the excess of the negative goodwill items over
the positive goodwill items in the working papers. The various items of
goodwill may be verified as follows:

A’s holdings in B:
Cost ......................
Book value at acquisition:
Stock ..........................................................
Deficit ........................................................
Net ............................................................
Multiply by ..............................................

Book value of stock acquired....................
Goodwill .......................................................

$14,250.00
$25,000.00
2,500.00

$22,500.00
60%

$13,500.00
$

750.00

A’s holdings in C:
Book value at acquisition:
Stock...........................................................
Surplus ......................................................

$25,000.00
3,000.00

Total...........................................................
Multiply by ...............................................

$28,000.00
60%

Book valueof stock acquired.....................
Cost................................................................

$16,800.00
16,500.00

Deduction from goodwill ...........................

$
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B’s holdings in C:
Book value at acquisition:
Stock ...............................................
Surplus .....................................................

$25,000.00
5,000.00

Total ..........................................................
Multiply by................................................

'

$6,000.00
5,250.00

Book value of stock acquired..................
Cost ...............................................................

Deduction from goodwill ............................
C’s holdings in B:
Cost ...........................................................
Book value at acquisition:
Capital stock ............................................
Deficit.........................................................

Net ............................................................
Multiply by................................................

$30,000.00
20%

750.00

$

$4,250.00

$25,000.00
5,000.00

$20,000.00
20%

Book value of stock acquired....... . ..........

. Goodwill .......................................................
Right to Offset

in

4,000.00
$

250.00

Partnership Settlements

Editor, Students' Department:
Sir : In a recent issue I noted your position in regard to offset of loan
against capital accounts. Would you kindly offer suggestion as to propriety
or duty of liquidator of the following dissolution of partnership?
When all outside debts are paid, losses or profits transferred to partners’
accounts, and all assets turned into cash, a partnership liquidator finds
the balance-sheet as follows:
Assets
Liabilities and Capital
Cash ............................ $15,600.00
Jones, loan ................... $ 2,500.00
Jones, capital ...............
900.00
Smith, loan ..................
4,000.00
Smith, capital .............. 10,000.00

16,500.00

16,500.00

Could you legally withhold from Jones any part of his loan, in order
to cover the deficit of capital account? Would it make any difference if
the loan account were a salary account? Assume that you are ready to
pay the $15,600.00 cash, could you be legally liable to Smith if you paid
Jones $2,500.00 for loan and he became insolvent before he paid back
the $900.00 due the partnership? Remember, it is due the partnership and
not directly to Smith. In this case it seems to me that legally Smith could
not hold you, any more than you can deduct a credit or abatement from
the government from some other tax or bill due the government. This
point of view will conflict with yours, but can you see any flaw in it?
Yours truly,
Boston, Massachusetts.
John E. Baker.
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Could you legally withhold from Jones any part of his loan in order
to cover the deficit of capital account? Yes. Jones owes the partnership
$900.00 on capital account. The partnership owes Jones $2,500.00 on loan.
The liquidator would be derelict if he failed to make the offset, unless
there are other creditors of Jones. In that case it might be necessary to
offset only the pro-rata amount which all creditors will receive in bank
ruptcy settlement.
Would it make any difference if the loan account were a salary account?
I do not think so, if Jones is a partner. It is very doubtful whether a
partner’s salary is a preferred claim, and even if it is the creditor has a
right to make offset against a preferred claim.
Would you be liable to Smith if you paid Jones $2,500.00 for loan and
he became insolvent before he paid back the $900.00 due the partnership?
Remember, it is due the partnership and not due directly to Smith. I
should say that the liquidator would be liable for not acting as an ordinarily
prudent man would act in handling his own affairs. The liquidator in
handling his own affairs would not think of paying a man $2,500.00 if that
man owed him $900.00. He would pay the difference. That is prudence,
and he would be held liable for failure to exercise prudence if he did not
pay the difference in conducting the liquidation. The fact that the debit
balance of Jones’s account is due to the partnership and not to Smith
direct has no bearing on the case. It is necessary to collect this amount
from Jones in order to pay Smith in full. If the liquidator does not
conduct the liquidation in such a way as to collect the debit balance (and
the offset is virtually a collection) Smith suffers from the liquidator’s
action.
It does not seem to me that your analogy in regard to taxes is perti
nent. The government protects itself by rules which do not apply to
dealings between individuals. For instance, I have a United States note
for five dollars on my desk. It is not good for the payment of duties on
imports and interest on the public debt. That is a special rule affecting
the relations of persons with the government; but it should not be set up
as an analogy to support an argument that paper money can not be used
for the payment of debts between individuals.
Income Prior to Construction
Editor, Students’ Department:
Sir: Will you be kind enough to advise how income derived, under
the conditions stated below, should be treated?
1. A acquired a building, subject to the rights of the tenants in the
property, who could continue to occupy the building for one month. A
intended to demolish the building as soon as he could obtain possession
thereof and to erect a building to be used in an entirely new enterprise
on the premises. He proceeds to do this as soon as the tenants have
vacated the property.
Is the rent thus derived properly creditable to rental income or should
it be treated as a deduction from the cost of acquiring the old and erecting
the new building?
2. During the course of erection of the new building above referred
to city and county taxes are paid. Are these items properly chargeable
to expense, or should they be treated as part of the cost of erection?
Yours truly,
Wilmington, Delaware.
I. Rees.
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In my opinion the rents received during the period before the leases to
tenants expire should be treated as other income. As long as the leases
continue in force, the property can not be used for plant purposes but is
necessarily held as an outside investment. The rents received constitute
income from this investment, and taxes and other expenses applicable to
this period are a deduction from the income.
Magnifying things makes them clearer. Suppose that the leases did
not expire for two years. It becomes more evident that during that time
the property is an outside investment. The amount of the item involved
does not affect the principle governing its treatment, and it seems to me
that the governing factor here is the fact that temporarily the property
is unavoidably an outside investment.
After the leases expire the property changes its nature. It is no longer
an outside investment and ceases to earn income. The taxes paid during
the construction period should not be charged to income, since the property
is not an income-producing investment. The taxes are properly chargeable
to the cost of the completed property.

It is announced that the firm of Hilton, Mahon & Knowles, of Chicago,
has been dissolved, and that W. P. Hilton and D. E. Knowles have
withdrawn. The practice will hereafter be continued by Mahon & Dvorak.

Eric L. Kohler and Paul W. Pettengill announce the formation of a
partnership under the name of Kohler, Pettengill & Co., with offices in
State-Lake building, Chicago, Illinois.
Francis A. Wright & Co. announce the removal of their offices to 515517 Republic building, Kansas City, Missouri.

Abadie, Burgess, Hessenbruch & Tanner announce the removal of their
offices to 50 Church street, New York.
Harry B. Mills announces the opening of an office at 820 Central
building, Los Angeles, California.
Alfred Rose & Co. announce the removal of their office to 140 Cedar
street, New York.

Robert J. Hyland announces the removal of his offices to 126 Liberty
street. New York.
Park, Potter & Co. announce the removal of their New York office
to 141 Broadway.
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